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This responds to your Septenber 13, 2001 nenorandum
requesting advice as to the capitalization of Taxpayer’s
expenditures to devel op i nsurance products. Specifically, you
ask whet her these expenditures were for the devel opnment of “new
i nsurance products and, if so, whether they should be capitalized
or expensed.

Taxpayer is an insurance conpany subject to tax under part |
of subchapter L of the Internal Revenue Code. Accordingly, Code
section 848 requires Taxpayer to capitalize specified policy
acqui sition expenses and anorti ze those expenses over 60 nonths
or 120 nonths, as appropriate. For the reasons set forth bel ow,
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we believe the capitalization requirenent of section 848 trunps
the application of section 263 under these circunstances, and the
expenses therefore should not be capitalized under the general
authority of section 263.

Di scussi on

Fact s

According to your Septenber 13, 2001 nenorandum prior to
Date A, Taxpayer did not offer Type E or Type F insurance
products. At sone point, Taxpayer decided that it would be
beneficial for the conmpany to market such products. Taxpayer
anticipated that it would be several years before a profit would
be realized fromthese products.

In devel oping the Type E and Type F products, Taxpayer
I ncurred expenses of the follow ng nature:

general over head

actuarial services

regi stration

| egal and professional fees
conput er expenses

pronoti onal expenses
educational /trai ni ng expenses.

NogoARWNE

Taxpayer clains that, over the years in question, it
i ncurred $Amount C in devel oping the Type E policy and $Anount D
i n devel oping the Type F policy. These expenses were incurred
prior to placing these products in the market.

On both its books and records and its Date A and Date B
I ncome tax returns, Taxpayer deducted the full anpbunt of these
costs as ordinary and necessary busi ness expenses. |n exani ning
Taxpayer’'s tax returns, the revenue agent asks whether these
expenses shoul d have been capitalized instead because they were
for the purpose of creating a separate and distinct asset, or
because they produced a significant benefit in years subsequent
to the year in which they were incurred.

In considering the treatnent of these expenses, you ask our
assi stance on two questions: First, if the Type E and Type F
products were new products for Taxpayer in Date A and Date B,
shoul d the costs incurred to devel op them be capitalized, and
second, are these new products for Taxpayer or are they nerely
enhancenents of products already offered by Taxpayer?
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Anal ysi s

Taxpayer argues that it is entitled to claima current
deduction for the expenses it incurred to establish the Type E
and Type F products. Taxpayer appears to argue it is entitled to
deduct these anpbunts currently, subject only to the
capitalization requirenents of section 848. W agree with
Taxpayer that the proxy approach of section 848 generally trunps
the application of section 263.

Section 848 requires an insurance conpany to capitalize
specified policy acquisition expenses and anorti ze these expenses
ratably over 60 nonths or 120 nont hs, as appropriate. Section
848(c) defines specified policy acquisition expenses, in keeping
with the proxy approach, as so nmuch of the general deductions for
such taxabl e year as do not exceed a stated percentage of net
premuns. |.R C section 848(c)(1). The stated percentage
varies wth the precise type of insurance, be it an annuity, a
life insurance policy, or other type of insurance. “GCeneral
deductions, in turn, are defined as the deductions provided in
part |V of subchapter B (sec. 161 and following, relating to
item zed deductions) and in part |I of subchapter D (sec. 401 and
following, relating to pension, profit sharing, stock bonus
plans, etc.). |1.R C section 848(c)(2). 1In this way, section
848 operates as a proxy for identifying the actual conm ssions
and ot her selling expenses incurred each year and anorti zi ng
t hese over the future periods in which they will produce a
benefit.

When section 848 was enacted in 1990, Congress was aware of
i nconsi stencies in the treatnment of expenses within the insurance
I ndustry. First, a life insurance conpany was general ly under no
accounting requirenment to capitalize its policy acquisition
expenses. Instead, it deducted conm ssions and other selling
expenses for the year in which incurred for purposes of conputing
Its regular incone tax. However, the applicable accounting rules
required the sane type of expenses to be capitalized if they were
incurred in connection with certain reinsurance transacti ons.
Second, a life insurance conpany was required to utilize
general ly accepted accounting principles to capitalize its policy
acqui sition expenses for purposes of conputing its alternative
mninmumtax. See, e.qg., Treas. Reg. section 1.56(g)-1(h).
Third, property and casualty insurers did not have to capitalize
such expenses for purposes of conputing either their regular or
alternative minimnumtax. Instead, they were required to reduce
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their unearned premumreserve by a “haircut” set forth in
section 832(b)(4). H'S. Conf. Cnte. Rep. No. 101-964, 101st
Cong., 2d Session 1063 (1990).

Congress concl uded that these inconsistencies contributed to
the m snmeasurenent of the incone of insurance conpanies. In
order to strike a bal ance between the need to match expenses to
i nconme and the need to do so in a practical nmanner, Congress
utilized a proxy systemin section 848. Under this approach,
policy acquisition expenses required to be capitalized and
anortized are determ ned, for any taxable year, for each category
of specified insurance contracts, as a percentage of the net
prem uns for the taxable year

The House and Senate both attributed the msmatch to
“conmi ssions and other selling expenses for the year in which
incurred.” Ways and Means Cnte. Print No. 101-37, p. 26;
Informal Senate Rep. on S3209 at S15690 (1990). It is our view
t hat Congress intended section 848 to operate as a proxy for al
expenses incurred by an insurance conpany in connection with the
selling of its policies, including those incurred to devel op such
policies or to nodify themto remain conpetitive.

Congress intended that expenses associated with the
acquisition of a streamof income frompremuns are to be
capitalized as “specified policy acquisition expenses.” 1In
section 848(g), Congress specified that section 848 controls the
treatnment of cedi ng comm ssions on reinsurance. Ceding
conmm ssions are essentially the cost paid by a reinsurer for its
right to receive the anount of prem uns agreed to between the
insurer and the reinsurer, i.e., a streamof future incone from
the premiuns paid by the insureds for the ceded policies.

Section 848(g) reversed the decision in Colonial Am Life Ins.

Co. v. Conm ssioner, 491 U S. 244 (1989), which held that such
comm ssions had to be capitalized. Accordingly, it is clear that
Congress was considering not only direct selling expenses, but

al so costs associated with the acquisition of a stream of prem um
i ncome when section 848 was enact ed.

Mor eover, section 848 was notivated by a desire to inplenent
an admni stratively practicable system at the potenti al
detrinment of having a |l ess than econom cally precise system for
measuring incone. To inplenent a systemthat accurately
capitalized and anortized policy acquisition costs would, in
Congress’s view, cause difficult adm nistrative and enforcenent
probl enms. Congress was concerned that the rules which would be
required to inplement such an economically precise system woul d
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be inordinately conplex. Hence Congress created a proxy system
of section 848 to serve as the nmeasure of the expenses incurred
by an i nsurance conpany in connection with specified insurance
contracts which should be capitalized. Legislative History of
Ways and Means Denocratic Alternative Ways and Means Cnte. Print
No. 101-37, p. 27-28 (1990). W do not think that attenpting to
capitalize product devel opnment costs and anortizing them over the
expected life of the products is consistent with the

adm nistrability Congress sought to achieve when it enacted
section 848.

It does not necessarily follow that all expenses incurred by
an i nsurance conpany which enters into specified insurance
contracts are governed by section 848. Only those expenditures
whi ch can be said to be specified policy acquisition expenses
fall within section 848 s footprint. Some exanples of costs that
may not fall within the footprint of the section are the initia
start up costs of a new i nsurance conpany; the costs incurred by
an insurance conmpany upon its initial entry into the market for
specified insurance contracts; or the costs incurred with such
I nnately capital expenditures as erecting or purchasing a
building. The costs at issue in the present case, however,
appear to be included within the footprint of section 848

In I'ight of our conclusion under section 848, we are not
addr essi ng whet her the policies issued by Taxpayer were
sufficiently “new’ that the expenditures at issue would otherw se
be capitalized under section 263.

Case Devel opnent, Hazards, and O her Consi derations
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